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Abstract 
The aim of this paper is to compare banking sectors in the Czech Republic and Great Britain and to analyse the financial 
indicators that affect the stability of the selected banking sectors. The greatest differences in these banking sectors lie in the 
regulation of the banking sectors monitored and the instruments used in monetary policy and they differ also in the models of 
banking systems used. The analysis of the banking sectors is performed with eight financial indicators and, based on their 
evolution in the years 2006-2013, the stability of the selected banking sectors will be able to be determined.  
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1. Introduction 
Banks are financial institutions that mediate payments, provide loans and take deposits from clients. The main 
macroeconomic objectives of central banks are mostly maintaining price stability, promoting full employment and 
promoting economic growth. Set goals are achieved by applying the tools of monetary policy - setting interest rates, 
open market transactions, intervening in currency markets or adjusting the supply of money in an economy through 
the transmission mechanisms of different transmissive channels. The aim of this paper is to compare and evaluate 
the stability of the Czech banking sector in the Czech Republic and in Great Britain. A comparison of the selected 
banking sector is made on the basis of descriptive and measurable indicators. The selected banking sectors are 
compared in terms of the independence of the central banks and their monetary policies and according to selected 
characteristics of the banking sectors (type of banking sectors, the number of financial institutions, and development 
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of capital adequacy). The analysis is made on selected financial indicators monitored in the banking sectors in the 
years 2006-2013, focusing on the evaluation of their mutual influence. A correlation analysis method is used to 
investigate the relationship between selected financial indicators. Key methods of scientific inquiry methods include 
classification analysis, and comparison and abstraction in developing a theoretical and methodological framework 
for solving the problem. Methods of synthesis and partial induction are used when drawing conclusions from 
surveys. The paper continues as follows: In Section 1, the author presents a literature review on bank stability and a 
correlation analysis. Section 2 presents a comparison of banking systems in the Czech Republic and in Great Britain. 
Section 3 discusses the rating stability of selected banking sectors according to financial indicators. In Section 4 
author presents our conclusions and give our final remarks. 
1. Literature review 
1.1. Theoretical background for banking sector and bank stability 
A bank is an organisation that operates on financial markets. It is distinguished from other entities on financial 
markets by being permitted to conduct banking operations and being granted a banking licence. The banking system 
can be divided according to various criteria. With the existence (or absence) of a central bank in the banking system, 
there is a two-tier or one-tier banking system and based on the scope of authorisation of individual banks, there is a 
universal and a specialised banking system. Independence of the central bank is one of the main conditions for the 
implementation of monetary policy and for achieving its monetary targets. The European Central Bank (ECB, 2011) 
defines the independence of a central bank at four levels: (i) functional, (ii) institutional, (iii) personnel, (iv) 
financial. The importance of a certain degree of independence for a central bank as an institution is achieving its 
main goal, namely price stability. This is confirmed by a study which concludes that more independent central banks 
are more successful in reducing inflation (Kydland and Prescott, 1997; Barro and Gordon, 1983).  
The attention of central banks has shifted in recent years from conventional monetary policy to unconventional 
monetary policy. By adopting an unconventional monetary relaxation, central banks have stimulated growth, 
reduced unemployment, and supported the banking system by pumping money into the economy to stimulate 
spending (Blinder, 2010). However, Hausken (2013) found no effect of quantitative easing on GDP growth and fears 
that this measure will cause inflation and create the impression that continuously pumping money into the economy 
is normal and may give rise to a moral hazard. Despite setbacks in stimulating economic activity, the results show 
that the measures taken are effective in maintaining price stability 
Banking is part of all advanced economies among the sectors with the highest levels of regulation. Higher 
regulation results in the creation of space for the conduct of monetary policy and in support for the credibility and 
effectiveness of the banking system in the country. Regulators of financial markets are often the central banks (or 
other institutions) which may oversee the entire financial market or only a part of it. An empirical study by Barth et 
al. (2001) concludes that restrictions on the activities of banks, however, have negative consequences. Studies 
conducted among banks in the USA show that universal banks systematically abuse their powers (Ang and 
Richardson, 1994; Puri, 1996) and more often experience failure compared to other businesses (White, 1986). This 
also implies the necessity of greater bank regulation and supervision in comparison with other business entities. 
After the Second World War, there was no uniform regulation of the banking sector. After the collapse of some 
banks in Germany and the USA, the vulnerability of international banking groups began to appear, which were 
threatened by the risk of contamination in the financial markets. The formation of the Basel regulation was 
motivated by the desire to avoid the moral hazard. For this reason, banking regulators began to seek capital standards 
which would become internationally recognised and reduce the risk of the moral hazard among banks and would 
help minimise economic fluctuations (Blum and Hellwig, 1995). Under the current rules for the regulation and 
supervision of banking activities within the European Union, referred to as Basel II, banks are required to maintain a 
minimum capital adequacy ratio of 8% (Cernohorsky et. al., 2012).  
The world is constantly affected by banking crises. Bad credit generally triggers, with a certain time lag, banking 
instability, which then, with a further time delay, will cause an economic crisis. The International Monetary Fund 
(IMF) describes, in Papi et. al. (2015), one type of banking crisis as problems in the banking system which meet at 
least one of the following conditions: (i) the ratio of bad assets to total assets of the banking system exceeds 10%, 
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(ii) the cost of bailing out the banks exceeds 2% of GDP, (iii) the problems in the banking system result in the 
nationalisation of the banks, (iv) the government responds to the problems in banking by freezing deposits, which 
results in a banking panic, or (v) reacts by implementing bank holidays or providing guarantees on bank deposits. 
Goldstein (2001) characterises banking instability as a situation where classified loans account for 15-20% of the 
total volume of loans and the cost of rescuing the banking sector is higher than 5% of GDP. A study by Peria (2002) 
examines the financial impact on bank stability in Chile, Colombia, Denmark, Japan, Kenya, Malaysia and Uruguay 
during the years 1975-1998. No relationship was proven to exist between banking and monetary instability. In 
defining the stability of banks Johnson (2002) concludes that evaluating bank stability arises from rating the best 
banks, which are evaluated according to the following criteria: (i) growth of assets, (ii) profitability, (iii) range of 
operation (geographic), (iv) strategic relationships. 
1.2. Theoretical Background  for a Correlation Analysis 
While observing more statistic phenomena, we can also observe (besides their attributes) the closeness of their 
mutual influence. The statistical characteristics can include a reciprocal relationship, which is either linear or 
nonlinear. The mutual influence among accidental quantities can be judged with the help of two correlation 
coefficients. These are Pearson’s correlation coefficient and Spearman’s correlation coefficient. Proving a normal 
separation of the data arising from a random selection is used to decide which one of those two correlation 
coefficients should be used. These statistical tests are most frequently used to verify the normal separation of the 
data: Kolmogorov-Smirnov’s test and Wilcoxon’s test. More details on this issue can be found in Hastie (2013). 
In the event that the random selections come from a normal separation of probability, Pearson’s correlation 
coefficient is used to calculate the correlation. Pearson’s correlation coefficient tests the linear dependency between 
two random quantities X and Y. This correlation coefficient tests the nonlinear dependency between random 
quantities X and Y. Pearson’s correlation coefficient reads as:   
ߩ ൌ ௦ೣ೤௦ೣή௦೤         (1) 
where:  ρ…correlation coefficient, sx…standard deviation X,  sy...standard deviation Y,sxy...covariation of 
variables  X a Y. 
The correlation analysis will be done in the statistics program Statistica. If Pearson’s correlation coefficient is 
used, this program will test a statistically significant correlation relationship (the value of correlation coefficient is 
marked in bold (Table 2 and Table 3). These correlation relationships, which are statistically significant, are 
compared by the p-value. 
2. Comparison of Banking Systems and Central Banks in the Czech Republic and Great Britain 
Based on the comparison, it was found that in the countries examined, a two-tier banking system is applied. Both 
central banks use the same monetary policy regime to achieve their goals and neither banking sector has any 
problem with meeting the principles of BASEL II (Table 1). The banking sector in the UK is one of the oldest in the 
world. The central bank in the UK – the Bank of England (BoE) - was established in 1694 and is one of the oldest 
banks in the world. The central bank in the Czech Republic is the Czech National Bank, which was founded in 1993. 
The major difference in the role of the central banks in the UK and in the Czech Republic lies in their independence. 
In the Czech Republic, the Czech National Bank (CNB) is a completely independent institution. The CNB meets the 
independence of all four planes defined by the ECB. The BoE, in contrast, shows a lower degree of independence, 
which is due to the weakening of independence in terms of personnel, functional and institutional planes. The same 
conclusions are made in the studies of Dincer and Eichngreen (2014) and Alesina and Summers (1993). The 
decision-making and fulfilment of monetary policy in the Czech banking sector is simpler and faster thanks to the 
complete independence of the CNB. The monetary policy regime of the CNB and the BoE, as well as the ECB and 
most central banks in advanced economies, is inflation targeting. Both central banks have an inflation target of 2%. 
The CNB inflation target itself still counts with an inflation zone in the range of 1-3%. In contrast, the BoE does not 
use an inflation zone and thus it is more difficult for it to achieve its inflation target. Ruge - Murcia (2014) compared 
the fulfilment of inflation targets in different countries (United Kingdom (UK), Canada and Sweden). The result of 
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this study is that countries (or central banks) with no inflation zone have greater difficulty in achieving their inflation 
target. The objectives pursued by the central banks are set differently (Table 3). 
During the financial crisis, both central banks had to adhere to an unconventional monetary policy. The BoE 
chose quantitative easing of money. Some studies (such as Hausken, 2013 and Blinder, 2010) highlight the risks of 
quantitative easing of money, which could lead to price bubbles and a substantial increase in unwanted inflation. The 
CNB, during the time of crisis, resorted to foreign exchange intervention. The reason for foreign exchange 
intervention was the fear of imminent deflation. Banks in the Czech Republic are stable and withstand the banking 
crisis better than banks in the UK. Capital adequacy indicators show that both banking sectors are very similar and 
their level of capital adequacy is much higher than the minimum under the conditions of Basel II. This should ensure 
even greater stability of banks in those countries (see the conclusion of the Blum and Hellwig study, 1995). 
The Czech banking sector is based on the universal banking model (also used by the ECB), while the banking 
sector in the UK is based on a separated model of banking. The reason for introducing separate banking was the 
banking crisis in 2008. The reform concerning the separation of investment and retail banking began in the UK in 
2014. Because of the crisis, which in the UK financial sector occurred in 2008, two large banks were nationalised as 
they were on the verge of bankruptcy (see Bank of England, 2013). These banks are the Royal Bank of Scotland, 
which is 82% owned by the State and Lloyds TSB, which has a 40% ownership by the State. Hausken (2013) 
concludes in his study that this decision will have less effectiveness and benefit for the clients of the banks than had 
been assumed. In terms of the number of financial institutions, there are more bodies in the UK (in recent years, 
more than 200), while in the Czech Republic there are only around 40. The countries differ significantly in the 
number of building societies (Table 1). 
Studies by John et. al. (1994), Saunders (1995) and Claessens and Klingebiel (2000) come to a clear conclusion 
that the regulation and supervision of financial markets is one of the conditions for their functioning. In the banking 
sectors monitored, regulation and supervision of financial markets are performed differently. The CNB is the only 
body that supervises the financial market in the Czech Republic (see the Czech National Bank, 2014). The Czech 
banking sector was not greatly impacted by the global financial crisis and for this reason, in recent years there has 
been no change in financial market supervision. In Britain the financial crisis led to changes in financial market 
supervision and the establishment of new authorities for financial market supervision (see Osborne and Leadsom, 
2015). The functions of supervision and regulation in the UK are not therefore performed by the BoE, but rather the 
regulation is conducted by the Financial Conduct Authority and the Prudential Regulation Authority. To eliminate or 
at least to reduce systemic risk, the Financial Policy Committee was also established in 2013, which is intended to 
preserve and strengthen the resilience of the financial system in the UK. 
 
Table 1: Comparison of banking systems and central banks in the Czech Republic and Great Britain  (the year 2014) 
  Czech Republic Great Britain 
name of central bank Czech National Bank Bank of England 
founding and formation of 
CB 
1993 1694 
CB independence a totally independent dependent on the government, especially the Ministry of 
Finance 
target CB price and financial stability, the 
stability of the financial system 
monetary and financial stability 
monetary regime inflation targeting inflation targeting 
regulation and supervision CNB the whole financial market Special offices: Financial Conduct Authority and Prudential 
Regulation Authority (since 2014) 
monetary policy foreign exchange interventions quantitative easing 
banking system two-tier banking system 
universal 
two-tier banking system 
separate retail and investment banking 
number of institutions 
(banks and building 
societies) 
about 40 about 200 
capital adequacy  above required 8% above required 8% 
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3. The Stability of the Banking Sector according to Financial Indicators 
We may judge the stability of bank sectors according to different indicators. The following indicators were 
chosen for this correlation analysis: (i) interest spread,  (ii) net interest margin, (iii) ratio of ratio of loans/deposits, 
(iv) after tax profits, (v) ratio of ratio of bank capital/assets, (vi) capital adequacy, (vii) return on Equity (ROE), (viii) 
return on assets (ROA).  
The selected financial indicators were evaluated for the time period 2005 to 2013 and the necessary data was 
acquired from the Bankscope database.  
According to the rules for regulation and supervision of the activities of banks in the European Union (Basel II), 
the banks must maintain a capital adequacy at a minimum level of 8 %. Banks in the Czech Republic achieved a 
level of capital adequacy of 16 % in 2013, whereas in Great Britain it was 17 %. A larger number of credits 
compared to deposits or a larger number of deposits to credits will cause a bank’s instability. A recommended ratio 
of credits to deposits is considered to be 100 %, when the bank is still stabile. Since 2005 the level of this indicator 
for GB has been above 100 % (in 2013 it was about 113.8 %), whereas in the Czech banking sector the level has 
been below 80 % for a considerable time. Interest spread is the difference between the average interest rate from 
credits and the average interest rate from deposits. The development of the interest spread in the Czech Republic 
fluctuated between 2.4 – 3 % in the period from 2005 to 2011. The interest spread remains very stable in the Czech 
Republic. The interest spread in Great Britain developed steadily without major deviations and fluctuated between 
0.9 – 1.2 %. The development of the net interest margin in both countries is progressing without any great 
deviations. The level of the net interest margin in the Czech Republic (CR) hovers slightly higher than 3 % and in 
Great Britain it was around 1.5 %. The banking sector in CR, from the point of view of after tax profits, which is the 
net profit, resisted well to the banking crisis that began at the end of 2007 and beginning of 2008. The banking sector 
in CR always maintained a profit, whereas the banking sector in GB achieved a loss in 2007 and 2008. The rate of 
capital to assets is another indicator which can be used to measure the financial health of the banking sector. The rate 
of capital to assets has been growing slightly in the Czech Republic since 2008. The average level of this indicator 
was nearly 6 %. The highest level of this indicator in the period monitored, i.e. in 2012, was 6.9 %. In Great Britain 
the average level of the bank capital to assets was around 5.5 % during the period 2004 – 2013. The rate of the bank 
capital to assets in the Czech Republic had a tendency to grow in the past few years, whereas in GB it had a 
tendency to fall (Bank of England, 2012). 
3.1. Correlation Analysis for the Czech Republic 
The correlation of financial indicators in the Czech Republic will be done first. The hypothesis was tested with a 
probability of 95%, which is on the margin of significance at 0.05. The first step was the test of the data’s normality 
(of the chosen financial indicators) for the Czech Republic. The hypothesis H0 is tested: the data comes from a 
normal separation against the alternative hypothesis.  H1: The data does not come from a normal separation. Table 2 
shows the level of p-value for all chosen indicators higher than 0.05. The hypothesis H0 is not denied and the data 
come from a normal separation. Pearson’s correlation coefficient can be used for the calculation of correlation 
analysis.  
 
Table 2: Correlation analysis for the Czech Republic 
variables 
Correlation, Selected correlations are significant at the level p < ,05000 N=7 
interest 
spread 
net interest 
margin 
ratio of 
loans/deposits 
After tax 
profits 
ratio of bank 
capital/assets 
capital 
adequacy 
interest spread 1.000000 0.939981 0.986871 0.801106 0.504815 0.632556 
net interest margin 0.939981 1.000000 0.886367 0.884916 0.531580 0.779691 
ratio of loans/deposits 0.986871 0.886367 1.000000 0.725721 0.471917 0.573106 
after tax profits 0.801106 0.884916 0.725721 1.000000 0.671999 0.846623 
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ratio of bank capital/assets 0.504815 0.531580 0.471917 0.671999 1.000000 0.832459 
capital adequacy 0.632556 0.779691 0.573106 0.846623 0.832459 1.000000 
 
The indicators ROE and ROA were removed from the table shown above, as they did not show any statistically 
significant correlation relationship. The value of correlation coefficient between the indicators ROE and ROA was 
0.67. The correlation coefficients between ROE and other indicators were negative and ranged from – 0.3 to – 0.56 
(except the ROA indicator). The correlation coefficients between ROA and other indicators were also negative 
(except ROE indicator) and they ranged from – 0.06 to – 0.64. 
3.2. Correlation Analysis for Great Britain 
The first step in the correlation analysis of the data in Great Britain was again to test the normality of the data 
(financial indicators). The hypothesis H0 is tested: the data comes from a normal separation against the alternative 
hypothesis. The hypothesis H1: the data does not come from a normal separation. The hypothesis H0 would be 
denied, because the p-value of the capital adequacy indicator was lower than 0.05. If the test of normality were to be 
done with a probability of 99 %, it would be enough if the p-value was at least 0.01. In this case the data’s normality 
would be fulfilled. Wilcoxon’s test did not fulfil the condition of the data’s normality for capital adequacy. This test 
is more predisposed, which is why the result of the normality for capital adequacy, which is 0.796564, will not be 
taken in consideration. Pearson’s correlation coefficient will be used for the calculation of the correlation analysis 
for Great Britain.  
Table 3: Correlation analysis for United Kingdom 
variables 
Correlation, Selected correlations are significant at the level p < ,05000 N=7 
after tax profits  ratio of bank 
capital/assets   
ROE ROA 
 after tax profits 1,000000 0,791843 0,849825 0,854205 
ratio of bank capital/assets  0,791843 1,000000 0,929546 0,939912 
ROE 0,849825 0,929546 1,000000 0,980085 
ROA 0,854205 0,939912 0,980085 1,000000 
 
There is nearly a perfect dependency between the ROA and ROE indicators and further between ROE and the rate 
of the bank capital to assets and between ROA and the rate of the bank capital to assets. A very strong dependency 
was shown between the ROA and after tax profits, between ROE and after tax profits and between the rate of the 
bank capital to assets and the after tax profits. The following indicators were removed from the correlation matrix: 
interest spread, net interest margin, the ratio of credits to deposits and capital adequacy. There was no significant 
statistical correlation dependency found for these indicators according to other indicators. 
4. Results and Discussion 
This paper deals with the comparison of banking systems and central banks in the UK and the Czech Republic. 
The comparison was done by comparing the central banks and their monetary policies (their independence, set goals, 
regulation and supervision of financial markets and the actual implementation of monetary policy), and are 
compared to the actual banking sectors of the models used by the banking sector, the number of financial institutions 
and the implementation of measures of Capital Adequacy (Accord) (Basel II). The comparison shows that both 
countries use a common two-tier banking system with the central bank and commercial banking networks. The 
Czech Republic uses a universal banking model, but Great Britain has separate retail and investment banking. The 
number of institutions in the UK is almost five times greater than the Czech average. The monitored banking sectors 
are similar in setting their monetary policy regimes and in meeting the goals of BASEL II. Each central bank of 
course determines its goals differently (the CNB aims to achieve price and financial stability, including stability of 
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the entire financial system, the BoE tries to achieve monetary and financial stability). In the monitored banking 
sectors, the regulation and supervision of financial markets are performed differently. The CNB oversees the entire 
financial market. The financial crisis has led to a change in financial market supervision in the UK and the 
establishment of new authorities for financial market supervision. The function of supervision and regulation in the 
UK therefore is not directly performed by the BoE, but regulation is performed by the FCA and PRA. In terms of 
independence, it is possible to evaluate the CNB as completely independent, while the BoE is partly dependent on 
the government, specifically the Ministry of Finance. During the financial crisis, both central banks lowered interest 
rates to almost zero and were forced to adopt the so-called unconventional monetary policy. The BoE has taken the 
path of quantitative easing money while the CNB uses foreign exchange interventions.  
There was a statistically significant correlation dependency shown between six indicators out of eight observed in 
the Czech Republic. The indicators of ROA and ROE were taken out. There was a statistically significant correlation 
dependency only among half of the observed indicators, i.e., among four of them in Great Britain. A significant 
dependency in the Czech Republic was shown between indicators of the ratio of credits to deposits and interest 
spread. The strongest dependency in Great Britain was found between the ROA and ROE. 
5. Conclusion 
The Czech banking sector (or the CNB) has not recorded in recent years any major changes and there is no reason 
for changes, since it can be assessed as stable. In contrast, the banking sector in the UK has undergone changes in 
recent years, which were triggered by the financial crisis. It therefore led to the implementation of banking reforms 
and the creation of new supervisory bodies. Very little time has passed since then, and therefore it cannot yet be 
assessed whether the changes will have a positive impact. Based on this comparison, this contribution has achieved 
its goal. The BoE should agree to set an inflation zone, which should lead to the ability to achieve the inflation 
target. Furthermore, the BoE should become a more independent institution in order to facilitate the speed and 
simplicity of promoting the goals of monetary policy. The impact of reforms and changes in the banking sector in 
the UK on the stability of the banking sector will be the subject of further investigation. It will also be possible to 
conduct research on the impact of the unconventional monetary policy of the selected central bank on GDP and price 
stability. 
Among all observed indicators in both countries the existence of a correlation relationship was found. If the 
central bank or commercial banks require a change of any of the observed indicators, this change will always be 
shown on another observed indicator. In Great Britain the pressure on growth of after tax profits would strongly 
affect the ratio of bank capital to assets. The pressure on the growth of after tax profits would cause a major growth 
of the net interest margin. These dependencies are shown mutually. On the basis of the facts discovered, we can say 
that the Czech banking sector is doing better than the British banking sector. Banks in the Czech Republic are stable 
and have resisted the banking crisis better than the banks in Great Britain. Both banking sectors are similar according 
to the indicator of the capital adequacy and their level of capital adequacy is much higher than the minimum set in 
the conditions of Basel II. The development of after tax profits is much more convenient for the Czech banking 
sector, where profits remained in positive numbers compared to the British banking sector, where the crisis arose in 
2008 and profits fell rapidly. By definition, the stability of the banking sectors, according to the IMF, it is possible to 
say that the banking sector in the UK was less stable during the financial crisis. This is due to the nationalisation of 
two banks in 2008, which were threatened by bankruptcy. 
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